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Current and Recurrent Problems of Accounting
and Auditing
by CLAYTON L . BULLOCK

Partner, Executive Office
Presented before the Accounting and Management Session of the
Northwest Electric Light and Power Association, Spokane—May 1963

ONE OF T H E greatest problems in business today is the constant
recurrence of non-recurring problems. The one unchanging rule
we can rely on is that changes are normal. Accountants and auditors
today must face problems of both constant change and erratic
change. The very growth of the American economy provides the
problems of constant change. Government and its agencies provide
an ample supply of non-recurring problems. It's a real challenge to
all of us to try to stay abreast of all these changes.
This afternoon I should like to discuss two areas: some of the
general problems of keeping up with the flow of transactions, and
some of the special problems that have been thrust on us. In the
area of constant change, cooperation is essential if we are to resolve
efficiently the problems of processing an ever-growing volume of
transactions. In the area of erratic change, we must meet together,
continually, the problems of dealing with the effects on accounting
of the actions of governmental agencies both in regulation and in
taxation. The non-recurring problems occasioned by government
action are the most exciting, but the more prosaic problems of industry growth are in fact just as important.
As the American economy grows, its size and complexity increase. The growth in the utility industry—your industry—has
been nothing short of phenomenal. Whether measured in terms of
total assets, plant, revenues, or kilowatt-hour output, its size has
more than doubled in the last ten years, and its growth is continuing.
This growth has been largely within companies, rather than through
increase in the number of companies (in fact, the number of companies has decreased). The problems of accounting for the increasing
volume of transactions are of major importance.
If the growth in size and complexity were the only problems
facing us, the job would be big enough. However, growth alone is
not the only problem, for we must also deal with government—constantly increasing government. Regulatory authorities adopt new
charts of accounts, and amend them almost before the ink is dry.
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Federal and state commissions conflict on their authority to regulate.
Congress grants tax benefits (such as liberalized depreciation and the
investment credit) or limits your right to determine what expenses
are necessary (as in the new travel and entertainment provisions).
And, of course, the tax treatment interacts with the regulatory climate to make new problems.
Yet, despite it all, the multitude of individual bits of data that
represent your companies' financial history finally are recorded in
your books, and you manage to file all the reports and returns in due
course. Customers are billed, rates are set, tax and accounting problems are eventually resolved. By old methods, or by new, management obtains the information it needs for control (or at least most of
it), and investors obtain knowledge they need for investing.
THE AUDITOR'S APPROACH

Not only is all the information recorded, but it is checked, scrutinized, verified, and audited. Management now relies largely on
verification by internal auditors, but the investing public expects the
additional assurance of an independent audit by your company's
certified public accountant. Of course, management would generally
want the satisfaction of the independent audit even if it were not
needed for the benefit of investors.
For a company with good internal control and reliable accounting records, the audit by a certified public accountant consists largely
of tests to verify the fact that the system is functioning. Its principal
objective is to determine the over-all fairness of the company's financial statements.
Many people not acquainted with the realistic limitations of
auditing have believed—and perhaps some still do—that a certified public accountant has some infallible sixth sense for detecting
irregularities. It is true, of course, that a good auditor is trained to
develop a certain feeling for the likelihood of error, largely by recognizing situations where errors may exist. However, as the auditor's
opinion states, an independent auditor audits by making such tests
as are required, in his professional judgment, by generally accepted
auditing standards.
Perhaps at one time it may have been possible for an independent
auditor to audit every transaction. However, with the size of modern
business, such a detailed examination would be completely impractical. Even if it could be completed by the time an audit report was
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wanted (which is unlikely) an audit of every transaction could not
be made for a reasonable fee.
JOINT RESPONSIBILITY

Management and company personnel must take the responsibility
for accuracy in recording transactions and for controls that make
errors unlikely. Of course, the outside auditor can cooperate by
making recommendations on the basis of his review, but no amount
of auditing can replace an effective and functioning accounting
system.
Fortunately, utility companies generally do have good accounting systems. Management insists upon a system that protects the
companies' assets and minimizes the possibility of honest mistakes
or intentional errors, for it is necessary to be able to rely on financial
information between audits. When company accountants and. management recognize that the first responsibility for recording financial
information is theirs, the certified public accountant's task is easier,
less costly, and generally more effective.
The company accountant and the independent auditor have a
common responsibility for the presentation of financial information.
Recognition of the joint responsibility—for recording and reviewing,
by accountant and auditor—results in a cooperative effort that improves financial reporting. Cooperation, and coordination, between
company accountants and internal auditors on the one hand, and the
independent auditors on the other, can improve the results achieved
by both.
Cooperation In Advance

Cooperation and coordination of effort do not mean leaving each
other alone. Cooperation needs to be continuous, throughout the
year as well as at audit time. Most utility companies appoint their
auditors either on a continuing basis or early in the year. This gives
both company accountants and independent auditors an opportunity
to plan the audit in advance. More than that, it gives them both an
opportunity to discuss problem areas and, we hope, to come to agreement about them.
It is impossible to over-emphasize the desirability of advance
consultation. Not only do you avoid surprising your auditor when he
works on the audit, but he might have an idea that would help you
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solve a problem. The best time to settle accounting and auditing
problems is when they occur, not after the first proof of the annual
report has been delivered.
It is true that many, or perhaps most, of the subjects for advance
discussion are the big changes—rate-making, or taxation, or financing.
I have a little to say about some of these problems later. However,
those big problems of accounting principles are not the only profitable
fields for planning joint effort in advance.
SYSTEM CHANGES

Changes in the operation of your accounting system are just as
important to your auditor as specific accounting problems—in fact
they may have a lot more to do with efficient performance of the
audit. Discussion of proposed system changes with your certified
public accountant will help him plan his audit—and he might have
some suggestions helpful for preserving good internal control. In
fact, he might be able to help design the system, since most accounting firms have systems experts (we call them management advisory
service consultants) who specialize in the installation of accounting
systems, advice in connection with data processing and machines,
and related services.
Advance work on the accounting system is especially important
as more and more of your records are handled by electronic dataprocessing equipment. Since electronic equipment is frequently able
to process information from beginning to end without the intervening records of manual accounting, many of the customary points of
verification just do not exist. Every time your machine experts find
a way of obtaining necessary output more efficiently, there is a risk
that auditing may become more difficult. Certainly, no auditor would
want his problems to delay progress in record-keeping. Nevertheless,
time spent in a joint study of auditing requirements may make it
possible for the system to simplify auditing.
AUDITING EDP INSTALLATIONS

Both your internal auditors and your independent accountants
are very much concerned with the problems accompanying the mechanization of accounting. The type of system does make a difference
in obtaining audit satisfaction.
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Some electronic data-processing installations are most readily
audited by techniques similar to those used for manual accounting—
auditing "around the machines." This is most likely to be true if
there is a significant amount of punched-card or manual activity, or
if the output can be readily identified with source data. In such a
case, it is desirable to arrange a well-defined audit trail through the
system, preferably in the form of print-outs or registers.
Installations with large volumes of transactions, with little or
no manual or punched-card activity, and with mechanized file maintenance, are more likely to be audited "through the machines." This
requires effective internal control within the system, auditors familiar
with the E D P processing techniques employed, and machine time
available for audit purposes.
The audit program, of course, must be designed by the auditor,
but an effective program is difficult to install without the highest
degree of cooperation with your machine accounting experts.
Machine accounting does offer many advantages to the auditor,
particularly in reducing clerical time in the audit. I am sure that most
of you are familiar with the use of your own billing procedures to
prepare confirmation requests for the auditor. Once the certified public accountant has made an appropriate selection of accounts to be
verified, the confirmation requests can usually be prepared as a byproduct of billing.
It may also be possible for your accounting equipment to be
programmed to search for items for your auditors. If the auditor
finds that some of the new sampling methods are appropriate for your
company, this use of the machines could become even more important.
However, from the auditor's point of view, the greatest virtue
of electronic accounting is its relative freedom from clerical error.
Whether the machines handle billing, payroll, supplies, property
records, or the general ledger itself, your management and your
auditor must rely to some extent on the accumulated data. Since our
united efforts are directed at the accuracy of this accumulated information, we must be able to assure ourselves that the correct input
goes in, and that the system avoids human frailty. As much as possible, this assurance should come when the system is installed, but
it is also frequently possible to cooperate in design of a test program
by which the machines audit themselves.
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In July of 1962 the Treasury Department released the new
Depreciation Guidelines and Rules, intended to provided basic reforms in the administration of depreciation for tax purposes. This
was followed by the 1962 Revenue Act, which allowed the Investment
Credit, restricted Travel and Entertainment Expense Deductions, and
eliminated part of the capital gain benefits on the sale of equipment.
In addition to the flurry of regulatory excitement that came from
consideration of the effect of the tax benefits, there was evidence of
further claims of authority by the Federal Power Commission, particularly in its assertion of control over stockholders' reports in the
Appalachian case.
Utility management has been actively concerned with these new
accounting problems. Particularly concerning the Investment Credit,
its interest has been expressed by appearances before Congress, by
correspondence with the Accounting Principles Board and the Securities and Exchange Commission, and by appearances before regulatory
commissions. From my own experience, I know that utility management and accountants have consulted with their certified public
accountants about the accounting and tax problems concerned. If the
joint effort applied to the common problems has not always arrived
at mutually satisfactory results, the cause may lie in the complexity
of the accounting problems that had to be considered and the rather
short time available for finding solutions.
TAX RELATED ACCOUNTING PROBLEMS

During the past year, it seems to me, more of our common effort
has gone into specific and unusual accounting problems than into the
recurring audit problems. As the Red Queen said to Alice, in
Through the Looking Glass, ". . it takes all the running you can do,
to keep in the same place. If you want to get somewhere else, you
must run at least twice as fast as that!"
THE INVESTMENT CREDIT

As we all know by now, the investment credit is a statutory
credit reducing income tax otherwise payable. The amount is 7 per
cent—or 3 per cent for utility property, as defined—of qualified additions to depreciable property, limited to the first $25,000 of tax plus
25 per cent of the excess, with provisions for carry-back and carryforward of unused credit. With certain exceptions not generally
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affecting utilities, qualified additions are equipment or other tangible
property, except general-purpose buildings, integral to operation or
used in research or storage. The full credit is allowed for property
with an estimated life of over eight years and a reduced credit is
allowed for property with a life of between four and eight years.
There is a recapture rule for property disposed of before expiration
of its original estimated life or for property converted into utility
property, with special rules governing casualty losses.
The investment credit is mandatory, not optional, and the tax
basis of the property affected is reduced by the computed credit,
whether claimed or not. As a result of the basis reduction, future
income taxes will be greater because less depreciation will be allowable for tax purposes. The investment credit is therefore partly a
permanent tax benefit and partly temporary. The temporary element
is the amount that future taxes will be increased by the loss of depreciation for tax purposes, and the remainder of the credit is the permanent benefit.
Accounting for the Investment Credit

This became one of the most controversial developments affecting accounting in recent times. During the period when it was being
considered by the Accounting Principles Board of the American Institute of Certified Public Accountants, the Board received a barrage
of communications on the subject, and accounting for the investment
credit was a major item for the financial press.
Much of the discussion related to the intent of Congress in allowing the credit. The point of view of one group of accountants, and
of management of some companies, relied on Congressional Committee Reports which referred to the credit as intended to reduce the
cost of equipment. This was considered as supporting the position
for full deferral, so that the effect on income would be spread over
the life of the assets acquired.
A minority view was that the intent of Congress was to spur
business, and that this intent could be carried out best by allowing
the credit to increase income currently. This, of course, amounted
to recommending flow-through accounting for all industry.
Other accountants and industry representatives believed that
the permanent portion of the tax reduction amounted to a reduction
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of the tax rate, and should therefore be taken into income currently,
but that the increase in future taxes resulting from the loss of depreciation basis should be provided for by a deferred tax provision. This
is the so-called 48-52 method.
THE AUDITOR'S VIEWS ON THE INVESTMENT CREDIT

The majority of certified public accountants undoubtedly believe
that deferred-tax accounting is generally necessary when tax treatment results in a sudden but probably temporary decrease in income
tax expense. Their position is based on the generally accepted accounting principle of matching costs and revenues.
In December 1962, the Accounting Principles Board of the American Institute issued its Opinion No. 2, on Accounting for the Investment Credit. The Opinion provides for deferment of the full amount
of the investment credit, to be taken into income over the life of the
property. The customary exception for regulated businesses permits
"flow-through" treatment when ordered by regulatory authorities, if
it is clear that related future tax costs will be recoverable out of
future revenues.
Several members of the Board dissented, on the grounds that the
48-52 method is acceptable or preferable for industry generally. A
substantial number of accountants hold this view—that it is acceptable to defer only the portion that will be offset by future increased
taxes and to take the permanent benefit into income currently.
The Securities and Exchange Commission, in its Accounting Series Release No. 96, has stated that it will accept either 52 per cent
deferral or full deferral of the investment credit, and that it will
accept full flow-through if authorized by regulatory authority.
INVESTMENT CREDIT AND UTILITIES

The investment credit is important to all business, as is any
major tax change. However, it is even more important to utility
companies, because the large ratio of utility plant to income and the
long lives of utility property make tax deductions related to plant of
major importance.
It is natural that the accounting for the investment credit should
concern the regulatory commissions because of the effect of the
method of accounting on current income, and therefore on rates. One
by one, the state public utility commissions have been issuing orders
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on the prescribed accounting, although many have not yet acted.
Some states have issued orders requiring full deferral accounting,
and a few require full flow-through. Some of the orders issued have
been either interim orders or have not completely settled rate aspects.
And of course, as we all know, the Federal Power Commission
has issued an interim order requiring deferral "below the line." Its
docket on permanent accounting requirements is scheduled for oral
argument next month. Naturally, we all hope that the Federal Power
Commission does not take a position that conflicts with state ratemaking policies.
SUMMARY OF INVESTMENT CREDIT ACCOUNTING PROBLEMS

Today's disagreements and uncertainties are reminiscent of those
related to liberalized depreciation. Accountants disagree with accountants, and companies disagree with each other, with the various
agencies, and with their auditors. The extent of the area of disagreement is affected not only by differences on theoretical grounds, but
also, apparently, by particular reasons for wanting income increased
or not increased, or rates decreased or not decreased.
Full flow-through accounting is certainly not generally accepted
for unregulated business. Its use by public utility companies is based
on concepts that go beyond accounting as such, and is a matter to be
settled on the basis of rate-making considerations.
We have reviewed the published 1962 reports of companies as
they became available. Of the first 70 utility companies whose reports
we have reviewed, 53 used full deferral and eleven used full flowthrough accounting for the investment credit. Three did not disclose
their method, and three were not entitled to the credit because of
losses for tax purposes. Of those using flow-through accounting, income was increased by amounts ranging from approximately 1½
per cent to 6 per cent. Of those using full deferral, in 47 of the 53
cases the credit was less than 5 per cent of income.
SPECIAL TAX CONSIDERATIONS OF THE INVESTMENT CREDIT

In addition to our common problems in accounting for the investment credit, we have to face substantial uncertainties about the
amount of the credit for tax purposes. The proposed regulations of
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March 28, 1963 answered many of the questions not answered by the
law, but there are still areas that need to be clarified.
The definition of "public utility property" is particularly important because of the reduced credit of 3 per cent. As we all know,
"public utility property" includes property used predominantly in
furnishing electric energy, water, sewage, telephone or telegraph
service, or gas through a local distribution system, if the rates are
established or approved by a state or federal regulatory body. Property used in the business of producing or transmitting natural gas
is not included and is allowed the full 7 per cent credit.
Any utility not subject to rate regulation is entitled to the full
7 per cent credit. However, the filing of a rate schedule with a body
having the authority to approve rates is considered equivalent to
regulation. For property used partly in utility activities subject to
regulation and partly for other uses, the amount of the credit depends
on the predominant use in the year put in service. This presumably
applies to property used partly in appliance stores, L P gas operations,
or for unregulated sales.
For companies engaged in both production or transmission of
natural gas and also in local distribution or other utility activities,
gas property chargeable to "Local Storage Plant" or "Distribution
Plant" is limited to the 3 per cent credit; property chargeable to
"General Plant" depends on its predominant use. An example in the
proposed regulations determines predominant use on the basis of
percentage of time used.
The proposed regulations also provide rules for determining
estimated life for purposes of the investment credit. In single-asset
depreciation, or amortization, the life over which depreciated is the
basis for determining entitlement to the investment credit. However,
in multiple-asset depreciation, an individual life must be assigned to
each item for purposes of the investment credit.
For similar assets subjects to a group depreciation rate, the
average life may be assigned to each, or individual lives may be assigned on the basis of the range of lives used in determining the
average. For example, if poles have an average life of 28 years, but
a range of from three to 40 years, all could be assigned a life of 28
years, or some could be assigned a life of under four years, others
four to eight years, and those remaining a life of over eight years.
This option could reduce the complications of the recapture rule. It
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should be most valuable in the case of property with a life of less
than eight years (such as automobiles), since it could result in a
greater net credit after application of the recapture rule.
If the investment credit originally claimed is based on a life that
is too long, the recapture rule may result in the reduction of the credit
when the property is sold or junked. However, there is no corollary
providing for an increase in the credit for property kept beyond its
normal useful life. Because of this, we may find ourselves in the
unusual position of having Revenue Agents attempting to shorten
estimated life after company accountants have attempted to lengthen
the life for tax purposes.
THE NEW DEPRECIATION GUIDELINES AND RULES

The idea of a Revenue Agent's shortening estimated life seems
incongruous, doesn't it? Yet that is exactly what the Treasury has
done with its New Depreciation Guidelines and Rules. The only price
exacted for the new lives is that future depreciation examinations
will be based on the reserve-ratio tables. On the other hand, a taxpayer may elect instead to have depreciation examined on the basis
of what the Treasury Department refers to as "all the facts and circumstances." In other words, we can stay where we are if we want
to—or can we? Engineer agents have been using reserve-analysis
methods for years; we can hardly expect Revenue Agents to ignore
their new tables after they learn to use them.
The New Depreciation Guidelines and Rules is a Revenue Procedure. Its use by a taxpayer is optional, and may be claimed upon
review of his return if he wishes. Revenue Procedure 62-21 does two
principal things. First, it provides a set of Guidelines lives, which
are actually new composite depreciation rates for broad classes of
assets. Second, it provides rules and tables for applying a reserveratio test for substantiating depreciation deductions.
Although the reserve-ratio test is the backbone of the procedure,
the Guidelines lives may be the most important part for individual
taxpayers. As you all know, the new lives are somewhat more liberal
than those the Internal Revenue Service has wished to allow in the
past. Lives of 50 years for hydraulic production plant, 28 years for
steam production, and 30 years for transmission and distribution,
are generally shorter than both book lives and tax lives previously
used. Three-, four-, and six-year lives for automobiles and trucks,
and ten-year for office equipment, are generally shorter than those
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allowed in the past. The one class not liberalized was buildings, where
the 40- to 60-year lives are generally comparable to the old Bulletin
F lives. The lack of generosity toward buildings is no doubt due to
the fact that buildings are excluded from the new provisions taxing
part of the gain on sale of property at ordinary income rates.
It is unlikely that many companies would adopt Guidelines Lives
unless such action reduced taxes. It is probably safe to assume that
most utility companies would use Guidelines lives for tax purposes
only, if at all. In many cases, if not most, depreciation for tax purposes was already based on lives shorter than those used for computing book depreciation, and the new lives will probably increase the
difference, although the increase may vary from practically nothing
to amounts that are quite substantial.
The new Guidelines lives may be used through 1964 as a matter
of right (whether or not justified). After that, they may be used as
long as the reserve ratio of the class is trending towards the ratios
provided in the tables. Alternatively, for the same transition period,
a taxpayer may use lives longer than Guidelines lives (even though
shorter than the lives previously used), or lives shorter than Guidelines lives that have been in use for half a life cycle or have been
accepted by the Service.
The ratio between the reserve for depreciation and property basis
will be the ultimate test of allowability. The new Procedure contains
tables of acceptable reserve ratios for various methods, growth rates,
and estimated lives. It also contains tables for determining growth
rate, tables for determining revised estimated lives, and explanations,
exceptions, and rules.
The tables were computed on the basis of a theory with which
many of you are familiar—the stabilization of reserve ratios. However, they are computed on the assumption that all property is retired
at the end of its useful life, without dispersion. This is somewhat
favorable to taxpayers, since normal early retirements reduce reserve
ratios below those predicted. For bulk property, such as the distribution lines of utilities, the effect is particularly favorable.
The zone of reasonableness in the tables, together with whatever additional leeway is provided by the reduction of actual reserve
ratios by early retirements, allows a certain amount of excess depreciation to be taken for tax purposes. However, if the tax depreciation
allowed by the use of Guidelines lives is much higher than that
derived on the basis of actual retirement policy, an adjustment to
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longer lives will be made sometime after the first three years. If
book rates are correct, substantially higher tax depreciation rates
forecast their own end.
ACCOUNTING FOR THE NEW DEPRECIATION GUIDELINES

The tax reduction resulting from use of Guidelines lives solely
for tax purposes has an accounting impact somewhat similar to that
from the use of liberalized depreciation for tax purposes. Although
the initial tax reduction from shortening estimated lives may be much
greater, life differences and method differences both tend to cause a
shift to a new stabilized relationship between book and tax depreciation. Perhaps there is even more similarity between the accounting
impact of Guidelines depreciation and accelerated amortization, since
the new procedure includes provision for a reduction of depreciation
if Guidelines rates are not supported by retirement practices.
On the other hand, the use of Guidelines lives solely for tax
purposes results in differences between book and tax depreciation
quite similar to pre-existing differences. Often a spread between book
and tax lives pre-dated any of the recent changes in depreciation
policy. Nevertheless, the sudden decrease in current tax and the
substantial certainty of an eventual tax increase if depreciation rates
are too high differentiates Guidelines depreciation from pre-existing
depreciation differences.
The problem of accounting for Guidelines depreciation tax reductions by utility companies is increased by the relatively small number
of commissions that have issued orders concerning it.
THE AUDITOR'S VIEWS ON GUIDELINES DEPRECIATION

Much has been said—and I am sure much more will be said—
on the subject of accounting for differences between book income
and taxable income by the accounting profession, by management,
and by regulatory bodies of all types. There is certainly agreement
that additional depreciation allowed reduces the tax currently payable. There is somewhat less agreement on whether it is necessary
to provide for an eventual increase in tax cost when the extra depreciation is no longer allowed for tax purposes.
Opinion No. 1 of the Accounting Principles Board dealt with
the subject. The substance of the Opinion was that reported net
income should not be increased by increasing the difference between
book and tax depreciation, and that deferred-tax accounting was
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generally necessary for the new depreciation differences. The opinion included the customary exception for regulated businesses, similar
to that affecting liberalized depreciation and the investment credit.
Sometimes management has felt that the accounting profession
erred in insisting on deferred tax accounting for Guidelines depreciation tax deductions. It has been pointed out that often the previous
differences between book and tax lives of property were much
greater. However, many accountants who have studied the problem
believe that the sudden increase in tax depreciation is sufficient reason for providing deferred taxes. Perhaps provision should have been
made for the older differences, but it is rather late to change previous
decisions.
Frequently the tax reduction arising from the use of Guidelines
depreciation was not material. Most certified public accountants
agree that whenever the decrease is material, tax-effect accounting
is called for (with the regulatory exception).
In our study of 1962 published reports, we found that 16 of the
70 utility companies reported that Guidelines depreciation was used
for tax purposes only, seven reported that it was not used, and two
reported that it was used for both book and tax purposes. Forty-five
did not disclose whether it had been used. Of the 16 using it for
tax purposes only, five provided deferred taxes and eleven used flowthrough accounting. Four of the eleven did not disclose the amounts,
and seven disclosed increases in income ranging from approximately
2 per cent to 12 per cent.
GUIDELINES DECISIONS

By now most companies have no doubt decided whether or not
to use the new depreciation procedure, and how they expect to
account for it. However, some may not have decided, and even those
that have elected to use the procedure need to review the lives used
from time to time.
The decision on the lives to be used depends on factors other
than tax-saving alone, since the effect of regulation must be considered, together with the effects of cash-flow on planned financing
and construction. As to tax savings, long-range tax minimization
is not the only criterion. Since the use of money has value, it may
be desirable to use the new lives even if adjustment by the Internal
Revenue Service is fairly certain.
The decision in favor of Guidelines lives is easiest when the
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likelihood of adjustment by the Service is small. The probability
of adjustment in the near future can be minimized if the timing of
property additions and retirements can be controlled. Early retirements always help meet the reserve-ratio tests, since they lower both
the reserve ratio and the growth rate; of course, this may also affect
book depreciation. Advancing the date of property additions also
lowers the reserve ratio, although this may be at least partly offset
by the increase in growth.
Occasionally the Guidelines lives may offer a substantial tax
saving and still be sufficiently close to average actual life to result
in a new stabilized reserve ratio within the limits of the Treasury
tables because of plant retirement characteristics.
This is most likely to be possible in the case of bulk assets, such
as the distribution system. For example, assume composite straightline depreciation for a class of assets with 8 per cent growth, retirements in accordance with an S-1 type Iowa curve, and an actual average life of 40 years. If depreciated over the actual 40-year life, the
reserve ratio should stabilize at approximately 23 per cent instead
of the 28 per cent predicted by the Treasury tables. Such assets could
be depreciated over approximately 28 years instead of 40 without
exceeding the limits in the tables. Similar results would occur in
declining-balance depreciation.
Predictions of the stabilized reserve ratios can be made on the
basis of formulas such as those derived some years ago by Carr and
Hall, or by similar formulas for the depreciation method used, if the
retirement ratio and growth rate are known.
Many times tabular projection would be more satisfactory than
computation of a stabilized reserve. This would be particularly true
for major installations—such as generators—which are not retired
from service with any regularity. In fact, it is possible that such
plant may not conform to the reserve-ratio assumptions at all, and
it may be necessary to deal with it on the basis of "all the facts and
circumstances."
Even if the additional depreciation can be controlled so that
there is little risk of disallowances, it must be remembered that the
reduction of current tax outlay is accompanied in every case by a
reduction of the tax basis of the property. Unless the present growth
of utility plant continues forever, the tax outlay must eventually
increase. This is pointed to support deferral of the tax reduction to
offset the eventual tax increase.
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If the current tax reduction is allowed to increase income, it is
highly probable that it will be necessary to apply for a rate increase
when the tax reduction period is over. Some utility companies may
be satisfied to have the tax reduction used for a rate decrease because
of the competitive advantage or the effect on load-building. This
policy may be shortsighted, however, when the effect on rates of
the potential tax increases is considered.
ACCOUNTING PROBLEMS AFFECTING BOTH GUIDELINES DEPRECIATION AND THE INVESTMENT CREDIT

Accounting for both Guidelines depreciation and the investment
credit has resulted in many common problems. I can foresee more
of such problems in the future.
This year, many of the problems have related to proper financial
reporting. The most difficult problem for utility companies has been
in deciding whether to use deferred-tax accounting or flow-through
accounting when there is no commission order. The major problem
for auditors has been the decision on whether or not opinions must
be qualified, particularly when flow-through accounting was adopted
before final action by commissions.
Sometimes the problem has been resolved on the basis of materiality. Other times there has been sufficient evidence concerning
probable commission action for companies to select accounting methods that auditors could accept without reservation. Sometimes, unfortunately, the company has had to make an accounting decision
without sufficient commission guidance, and it has been necessary
for its auditor to reserve judgment in his report.
No doubt, many of the difficulties will be resolved by next year,
but there is always the possibility that not all commissions will act.
And, of course, there is the possibility that some commissions may
change their positions, or take an unanticipated position.
The major problem of accounting principles is not the only
common problem we have to face. The problem of property records
is also at issue. A substantial portion of the time spent by an
auditor on a utility audit is always devoted to his verification of
property and related reserves. It is only kept within bounds by the
general excellence of utility accounting records.
Plant accounting has always been a major problem for utility
companies. It may well be increased in the future. In addition to
the normal growth of plant, any stimulation of industrial investment
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as a result of tax incentives may increase demands for power and
thereby necessitate increased investment in utility plant.
But there are also problems directly resulting from the new
tax policies, because of the effect on tax accounting. Since book
accounting for property is based on original cost, but tax accounting
is based on tax cost, every retirement may require:
• A determination of original cost;
• A determination of tax cost, including the investment credit;
• Adjustment of book property accounts;
• Disposition of unamortized investment credit on the books;
• Adjustment of tax records for the retirement;
• Adjustment for the recapture rule if it applies.
Perhaps you may decide to avoid some of these refinements. If
so, we will hope the effect is not material. On the other hand, you
may work out a system for handling them efficiently, or at least without too much discomfort.
It would be most fortunate if someone could offer you a simple
solution to the dual problem of ordinary plant accounting plus tax
plant accounting, but there seem to be too many imponderables for a
single method that applies in every case. Expansion of continuous
property records to include all of the tax information may be the
answer, particularly if the property records are handled by EDP.
REGULATORY PROBLEMS

As mentioned before, regulation of accounting has had a substantial effect on relationships between companies and their auditors.
Frequently the absence of commission orders has been a real problem.
On the other hand, sometimes there are too many orders. Conflict of regulation may leave companies in a position where there is
no way to be right. For example, some California companies were
on the horns of a dilemma this year—the California commission had
ordered flow-through accounting (presumably this would have been
followed for rate purposes) but the Federal Power Commission, after
some indecision, ordered full deferral accounting through other income deductions. Those companies subject to regulation by both
agencies could hardly follow both orders for all purposes.
This example is just one aspect of a much broader and more
serious problem. In view of the way most companies' rates are set,
those subject to both jurisdictions may be unable to report to the
FPC in conformity with accounting principles applicable. However,
98

the FPC has asserted that it also has jurisdiction over reports to
stockholders. In its order No. 375, dated December 31, 1962 in the
Appalachian Power Company case, the FPC held that "The Commission's Uniform System of Accounts . . . controls the basic accounts
by means of which the basic financial condition of public utilities is
determined . . ." and, also held that the company must ". . . consistently and properly observe those Accounts whenever it presents
financial data, properly classifiable in those Accounts, in its reports
to this Commission or to the general public. . . ."
The 1958 Uniform System of Accounts of the National Association of Railroad and Utility Commissioners was substantially the
same as the Federal Power Commission Uniform System effective
January 1, 1961, although there were some differences. With the
exception of certain amendments to the Uniform System required by
local regulatory practices, most companies have been able to comply
with the requirements of both systems.
However, the differences seem to be increasing, principally as a
result of the recording of special tax reductions. The Appalachian
case was the result, principally, of differences between the systems
concerning the account to be credited for deferred taxes.
There is already some difference in accounts to be used for the
investment credit, when it is deferred, in addition to the differences
between "flow-through" and deferral. Many jurisdictions have ordered
deferrals to be credited to a new account 254, or a sub-account of 253,
Other Deferred Credits, but there is considerable variation in the
charges or credits to income accounts. We will have to await the
Federal Power Commission order to find whether its policy results
in conflict with the varying state orders.
If the Federal Power Commission does assert primary accounting
control over all companies reporting to it—as in the Appalachian case
—any conflicts between the FPC's Uniform System and that of the
state having the principal rate jurisdiction put the company in a very
difficult position. And, of course, if by any chance the FPC accounting
requirements should conflict with the way rates are set, it would
affect the company's ability to report to its stockholders in accordance
with generally accepted accounting principles.
Fortunately, past conflicts of jurisdiction have not put companies
in a position where independent auditors, because of the conflict, have
found it necessary to give qualified opinions. It is true that there have
been some qualified opinions in auditors' reports, but they have been
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required for other reasons, such as uncertainty about rate-making
policies.
CONCLUSION

Public utility companies and their accountants met the problems
arising from the conversion to the new Uniform Systems and the
problems of accounting for the tax reductions relating to liberalized
depreciation and accelerated amortization. Certainly the problems
of conflicting jurisdictions, the investment credit, and the new depreciation guidelines can't be much worse.
Through the years, as the size of your companies increased, you
have found techniques for recording the constantly increasing flow
of transactions efficiently. By cooperating with your auditors you
have helped them keep pace with the flow of transactions, and they
have managed to find techniques for completing their audits in a
reasonable time and for a reasonable fee.
Usually the new problems of this past year have been resolved
in a reasonably satisfactory manner. If we continue to meet our
common problems together, cooperating in their solution, between us
we shall certainly find satisfactory ways of accounting for all the
whims and vagaries of tax administration and meeting all the regulatory conflicts.
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